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Dear Shareholders: The year 2001 was an important one for our Company. Not only did we make significant progress throughout our
non-regulatory-driven operations, but those obstacles that have hindered our performance with regard to the sale of our air poliution control
technologies were finally removed. In March 2001, the Supreme Court upheld the Environmental Protection Agency’s authority with regard

to the State Implementation Plan (SIP) Call, which effectively denied the last possible appeal opportunity for the 19 affected states. As it stands
today, operators of more than 700 utility boilers and 400 industrial combustion units must now take the necessary steps to comply with the
SIP Cali's May 31, 2004 deadline for significantly reducing nitrogen oxide (NOx) emission levels.

D We are extremely pleased to see an end to this litigation and are excited about the opportunities it represents for our Company.
However, that said, the internal progress that we have continued to make has been equally important. During the past year, we focused

our attention on “Building on the Strengths of Our Technology,” and that is exactly what we did. In 2001, we:

Swecessfully extended our NOx reduction offerings by selling the first commerdal-scale demonsiration

of the NOxQUT ULTRA™ process and adding Rich Reagent injection”™ technology.

Stanificantly grew our FUEL CHEM* business, reporting an increase of more than 60% in sales for the year.

Continued to make strides in the development of our Virtual Vantage™ software, positioning us for

commercial release in mid-2002.

> Ended the year with a strong balance sheet and more than $9 millien in cash, which will give us the

operating leverage (o meet the significant increase in demand for our technologies in 2002 and beyond.

D While our overall financial results in 2001 do not reflect the extremely positive implications of the Supreme Court decision or the many

accomplishments of the year, we are optimistic about 2002 and have already announced more than $16 million in new contract bookings

during the first quarter.
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Fimancial Results Net sales for the year were $177 million, compared with $21.9 million for 2000. Net loss for the year was $1.6 million,
or a loss of $0.09 per diluted share, compared with net income of $415,000, or $0.02 per diluted share, in 2000.

Strategic Progress The revenue shortfall in 2001 was a direct result of delays in project bookings in our air poliution contral business.
With ongaing litigation, industrial operators and utilities had been reluctant to move forward with the implementation of their NOx
reduction programs. Nevertheless, we did begin to see more favorable trends in the latter part of the year as some of our customers
began to take decisive measures to lower their NOx emission levels ahead of federally mandated deadlines. We are pleased with the
momentum we are building in this area and fully anticipate stronger results in the year ahead as customers come under increased
pressure to take action.

D In 2001 we continued to focus on strengthening our leadership position and our ability to compete aggressively in the domestic

NOXx reduction market, which is estimated at approximately $2 billion a year over the next three to four years. During the year, we saw a
substantial increase in orders for our design engineering services, with work commencing on some 40 units from both industrial and utility
operators. While some of these have already been successfully converted into full contracts, we are confident that an even greater number
will be converted in the year ahead as the May 2004 deadline draws closer.

D Inaddition, we successfully extended our already superior offering of NOx reduction technologies. Through a license agreement with
Reaction Engineering International (REY), we added Rich Reagent Injection, a technology jointly developed by RE! and the Electric Power
Research Institute, yet another process that provides for NOx reductions in a cost-effective manner. Importantly, we also received an order
for the first commercial-scale demonstration of the NOxOUT ULTRA process, our newest technology, which has been under development
since 2000. This is a very important development as it allows us to participate in the implementation of a competing NOx reduction
technology, Selective Catalytic Reduction, and we anticipate its commercial application later in 2002.

Impressive Growth We are espedially gratified by the impressive growth of our FUEL CHEM product line, which controls slagging, corrosion
and opacity in furnaces and boilers burming a variety of fuels. Revenues for this product line increased some 60% in 2001, significantly exceeding
even our own expectations. Following the first successful test of our patented Targeted-In-Fumace-Injection (TIFI) technology on a large Western
coalfired utility boiler at PacifiCorp’s Hunter Station, there has been heightened awareness of the great benefits associated with this technology.
This initial demonstration has already resulted in the implementation of TIF! on another unit at the same station, and has helped to generate
significant interest on the part of other utility and industrial operators.

D We are currently in negotiations with other potential customers and expect to announce a number of new contracts during the next

year. We especially see significant opportunities to work with customers buming Western coals, the use of which is greatly increasing in the

Midwestern and Eastern United States. Qur TIFl technology has already proven to be a successful method for improving the operation of




units burning this type of coal. With our strengthened sales and marketing efforts, we are in a strong position to become a major participant
in this very large, unsold market. This market may well expand fo electric utility boilers consuming certain Eastern coals.

D Weare also proud of the progress that has been made in our Virtual Vantage business during the past year. The Virtual Vantage product
is based on internally developed software for the visualization of complex computational fluid dynamics modeling data. While we have long
used this advanced technology to support the application of our core air pollution control systems and spedialty chemicals applications, we
are now on track to offer Virtual Vantage technology for use in a broad range of corﬁmercial and research and development applications.
We expect to reach commercialization this year with the mid-2002 launch of our Virtuat Vantage 1.0 offering.

Leoking Ahead In summary, we enter 2002 with great confidence and enthusiasm about the opportunities that lie ahead, both in our

air pollution control business, and in the non-regulatory-driven arena with our FUEL CHEM and Virtual Vantage businesses. The regulatory
landscape has never been so dear and the legal impediments that have resulted in deferred business are now behind us. In addition to

the foregoing, we continue to pursue additional opportunities to diversify our business into areas outside the regulatory-driven market.

D We thank our employess, shareholders and customers for their ongoing support and their continued confidence in us. At this time,
we would also like to acknowledge Jeremy D. Peter-Hoblyn, John A. de Havilland and James M. Valentine, who served as members of our
Board of Directors until March 1, 2002. We thank them for the contributions they have made for nearly two decades.

D Aswe go forward, we are committed to further “Building on the Strengths of Our Technology” and intend on providing you with

even greater value. We look forward to updating you on our progress throughout 2002.

Sincerely,

Ayl -

Ralph E. Bailey, Chairman and CEQ, Fuel-Tech N.V.

March 14, 2002




Today, the Company is
better positioned than ever to
leverage growing concern over
the environment and the role

played by pollutants, especially

nitrogen oxide (NOX) emissions,

in the creation of acid rain and
ground-level ozone {smog).
This heightened recognition
has resulted in the adoption
of more stringent regulations,
both in the United States and
abroad, for controlling air

pollution emissions.
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Domestically, federally
mandated standards for NOx
emission controls have created

significant opportunities for

Fuel Tech. As a provider of a
broad range of cost-effective,
post-combustion NOx reduction
systems, the Company is a leader
in this market, which is estimated
to be $2 billion on an annual
basis over the next three to

four years.

To date, the most impor-
tant NOx reduction regulation
that has been adopted, in terms
of growth opportunities for Fuel
Tech, is the Ozone Transport
SIP (State Implementation Plan)
Cali enacted in 1998 by the
Environmental Protection Agency
(EPA). As it now stands, the SIP
Call requires both utilities and
large indusrial sources in 19
states to make significant NOx
reductions of 85% from 1990
levels by the mandated
May 31, 2004 deadline. This
legislation is aimed at mitigating
the effects of wind-aided
pollutants transported from the
Midwestern and Southeastern
US. into the Northeastern

non-atfainment areas.

This mandate, which was
upheld in March 2001 by the
Supreme Court following years
of litigation between the EPA
and affected states, impacts
more than 700 utility boilers
and 400 industrial units.

There are also substantial
growth opportunities in the air
poliution control market beyond
the SIP Call's 2004 deacline.
Similar State directives have
recently been adopted, with
others in the process of being
passed into law. In particular,
Texas is set to enact the
Houstor-Calveston Ozone
Attainment SIP, which will
require over 1,000 industrial
sources to implement NOx
reduction programs by 2007,
in addition, we see significant
potential in the Canadian market
based on the anticipated
adoption of regulations similar
to the EPA SIP Call mandate.
These would require a large
number of utilities and industrial
units in Eastern Canada to make
substantial NOx reductions
by 2007,




Building on Cur Technelegy Fuel Tech continues o
tulld en Ks already superior offering of NOR reductien
technolegies. Curnng 2001, e Cempany anncunced an
erder for the frst commmercial-sezle demensiralion of the
NOxzCOUT ULTRA™ precess,; its newest technelegy, wihich
kas been tnder develozment sihee 20T0. (

NOXOUT SCR installation.

This technology provides for
the safe conversion of urea to
ammaonia for use as a reagent
in the Selective Catalytic
Reduction (SCR) of NOx.
Especially important is our
technology's ability to undertake
the conversion process on-site,
effectively eliminating the trans-
port and storage of ammonia,
a hazardous substance. The
Company anticipates that this
demonstration will be success-
fully completed in the fall of
2002, and that it wilf lead to the
commercial applications of the
NOxQUT ULTRA process on
other coal-fired units shortly
thereafter. The Company will
also demonstrate the technology
on a gas-fired turbine late this
spring, which is expected to
further broaden its applicability.
With the addition of this

technology, Fuel Tech is

now positioned to win an
even greater share of the NOx
reduction market by allowing
it to participate in the vast SCR
segment in which the NOx
reduction process requires an
ammonia feed to effectively
lower emissions.

D This past year, Fuel

Tech also received a license
from Reaction Engineering
International (REI) for Rich
Reagent Injection™ (RRI), a
technology co-developed

by REl and the Electric Power
Research institute, The RRI
process is a complementary
technology to Fuel Tech's
already broad range of NOx
reduction products. This new
technology, which provides for
NOx reduction in a cost-effective
manner, can be used either in
conjunction with Fuel Tech's
advanced NOx reduction systems

or as a stand-alone method for

lowering emission levels.

D The Company is excited

by the addition of these new
technologies and will continue
to look toward the development
and licensing of other comple-
mentary products to add to its
already well-established (ine of
NOx reduction systems. The
Company’'s NOxOUT® process,
which was introduced in 1988,
converts NOx to harmless
nitrogen and water, and greatly
reduces emissions. This line

of products now includes

NOxQUT® SNCR, NOXxQUT
SCR® and NOxOUT CASCADE®,
which safely and effectively
reduce NOx levels 30% to 85%.
In addition, Fuel Tech also holds
a co-exclusive license from the
Gas Technology Institute for

a state-of-the-art technology,
Fuel Lean Gas Reburn (FLGR™),
which is capable of providing
NOx reductions of up to 40%.
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Building Cur Market Leadership While [fiigation ever the
Si? Gall continued teo have an fmpact en project beekings
for the Company’s NOx reduction systems n 2001, Fuel
Tech remained fecused on bullding uven its leadership
position by further pencliralting its existing customer base

and extending fts reach n the NOx reducltion market bolh
Western coal-fired utility boiler.

demesiically and abread:

D Throughout the year, into full contracts is further

the Company announced a
meaningful number of contracts
for the sale of its NOx reduction
systems as it continued to help
utility and industrial operators
meet their NOx reduction
requirements ahead of the

SIP Call's May 2004 deadline.

D Inaddition, Fuel Tech

also received orders for

design engineering services

on 40 units from utility and
industrial customers. While
some of these orders have
already been converted into
contracts for the Company’s
patented NOx reduction
technologies, it is anticipated
that an even greater number
will be converted during 2002.
Fuel Tech's ability to successfully

convert these initial orders

evidence of the strength of
the Company's technologies
and Its commitment to
customer service.

D Clobally, the Company's
NOx reduction technologies also
continued to gain recognition.
This effort has been driven
largely by Fuel Tech's Italian
subsidiary, Fuel Tech Srl, which
was created in 2000 after the

successful restructuring of the

Company's European operations.

D During the year, Fuel
Tech announced & meaningful
number of contracts for the
installation of its NOx reduction
technologies for industrial
operators in Europe and the
Asia-Pacific region. These
contracts included installations

in ltaly, France, Turkey and

South Korea.

D While some of these

contracts were from new
customers, the Company is
especially gratified by repeat
orders from satisfied global
customers who have already
come to understand the
benefits of Fuel Tech's
cost-effective and efficient
methods for reducing NOx

emission levels,

D International expansion
and the ability to gain an even

greater share of the global NOx

reduction market will continue
to be a focus for the Company
going forward. Looking ahead,
Fuel Tech is especially confident
that it is well positioned to

take advantage of European
Union directives, which
mandate significant NOx
reductions for more than

100 industrial units by 2005.




Building Nen-Regulatery-Driven Operaticns In line with
Fuel Tech’s ongeing effeorts to diversihy its eperalions, the
Company remained focused on centinuing o strengthen
its pesitien In nen-regulatery-drfiven marels.

These efforts were particularly
strong in the Company's FUEL
CHEM® business, which posted
record growth for the vear,
reflecting the benefits of a
proprietary fuel treatment
chemical product line that is
used to reduce slag formation,
corrasion and opacity in boilers,
furnaces and incinerators.

D Throughout 2001 the
Company continued to concen-
trate on enhancing its presence
in important market segments,
especially among customers
burning Western coals. By their
nature, many Western coals
have a tendency to cause slag
formations in boilers due to their
high content of sodium and/or
other impurities. Fuel Tech sees
substantial growth opportunities
in this area as an ever-increasing

number of utilities across the

country burning Western coals
take advantage of our ability to
enhance boiler efficiency while
reducing operating costs.

D During the year, the
Company completed the
successful demonstration of its
patented Targeted-In-Furnace-
Injection (TIFY) technology on
a 460MW Western coal-fired
utility boiler at PacifiCorp’s
Hunter Station. This was the
first demonstration of TIFl on 3
large, Western coal-fired utility
boiler. The results of this test
were exceptional, proving this
technology to be a superior
methed for the control of

slagging and fouling in boilers

burning coal as well as a variety

of other fuels. Due to the out-
standing results of this initial
demonstration and the great
confidence expressed by
PacifiCorp in Fuel Tech's
capabilities, use of the FUEL

CHEM technology has since

been expanded to another large
unit at the same facility. The
Company received additional,
significant orders for TIF, one
from a Midwestern utility and
another from a major domestic
paper company for use on a
large black liquor recovery boiler.
D The positive results from
these initial installations, coupled

with the Company’s enhanced

i

N

Virtual Vantage software development.

sales and marketing initiatives
in this area, have resulted in
the FUEL CHEM and TIF!
technologies gaining greater
visibility among utilities and
mndustrial sources as an efficient
and cost-effective method of
maintaining cleaner furnace
conditions. Fuel Tech expects
to see impressive growth in
this area in the year ahead

and anticipates announcing

a meaningful number of
contracts in the near future.

D During 2001, the Company
also made important progress

in its Virtual Vantage™ business,
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which offers high-end visualiza-
fion services and software that
were developed as part of

Fuel Tech's sophisticated
compuitational fluid dynamics
(CFD) modeling techniques.
Traditionally, this technology

has been used to support the
Company’s air pollution control
technology sales as well as

its FUEL CHEM business. By
helping to predict the behavior
of gas flows in industrial process
units, CFD modeling has helped
Fuel Tech enhance its imple-
mentation of the NOx reduction
process and the application

of slag and corrosion control
chemicals. Now, however,

Fuel Tech sees opportunities

to apply Virtual Vantage software
beyond the traditional business

segments that it serves and,

D During the year, the
Company entered into an
alliance with Fluent, Inc, a
division of Aavid Thermal
Technologies, Inc,, a company
specializing in thermal manage-
ment of electronic systems.
Fluent is the world's fargest
provider of commercial CFD
software and services. Together
with Fluent, Fuel Tech has made
significant strides in its drive
toward the commercialization
of the Virtual Vantage software
and ts on track to offer this tech-
nology for use in a broad range
of commercial and research and

development applications.

D With an increased focus
in this area and strengthened
capabilities, Fuel Tech is set to
launch its Virtual Vantage 1.0
release in mid-2002, offering
customers a virtual reality-based
tool, as well as a desktop-based
tool for the visualization of CFD
simufation datasets. Several
beta versions of the software
have been installed and
feedback has been very
positive as to the viability

of the Virtual Vantage product.
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Financial Condition and Results of Operations 9
Background R

FuelTech N.V. (the Company) operates primarily in the air pollution control business. It distributes its products through its direct sales force, licensees abndb agents. Princ:ipal“ R
markets for its products are stationary combustion sources that produce nitragen oxide (NOX) and other emissions. The Company sells its fuel treatment chericals through .
its direct sales force and agents to industrial and utility power-generation facilities.

The Company currently generates revenues from the following two product lines:

NOx Reduction Technologies The Company markets several NOx reduction technologies to meet statutory NOx reduction requiremnents worldwide. The near-term driver
for growth in this business is the Ozone Transport SIP (State Implementation Plan) Call, which requires 19 states to decrease their NOx emissions by May 31, 2004, This
regulation impacts 700-800 utllity boilers and 400-500 large industrial boilers (see below for more detail on the SIP Call).

Fuel Treatment Chemicals The Company's proprietary Targeted-In-Fumace-Injection (THFI) technology centers around the unique application of specialty chemicals to
improve the performance of combustion units. Specifically, this technology is used to reduce slag formation, corrasion and opacity in bailers, furnaces and incinerators. The
Company believes its largest market opportunity for this product line is those units buming Western coals, many of which have significant operational issues related to the
formation of slag. Fuel Tech first penetrated this market in 2001 through the successful demonstration of this technology on a large utility boiler burning Western coal and,
based on this success, expedts to further penetrate this market in 2002.

2001 versus 2000

Net sales in 2001 totaled $17,672,000 versus net sales of $21,906,000 in 2000, a dedline of 19%. This was due to a $3,100,000 redudtion in domestic NOx reduction industrial
project revenues, the basis of which is discussed further below. This result was partially offset by two favorable factors. First, the Company experienced a $2,776,000 increase
in fuel treatment chemical revenues in 2001 versus 2000, to a record level of $7,208,000. Second, the Company realized revenues from temperature mapping and modeling
activities predominantly for the domestic NOx reduction utility project business in the amount of approximately $1,700,000 in 2001 versus an immaterial amount in 2000.

The dedline in domestic NOx reduction industrial project revenues is attributable to a NOx reduction regulatior, as mandated in Title Il of the Clean Air Act
Amendments of 1990 (CAAA), requiring municipal solid waste incinerators to significantly reduce their NOx emissions by December 1, 2000. This regulation had a significant
paositive impact on industriat project revenues in 2000, and it was expected that these revenues would not repeat in 2001. NOx reduction utility revenue had been negatively
impacted by the delay in obtaining a final ruling on the Environmental Protection Agency’s (EPA) SIP Call regulation. As discussed further below, the uncertainty regarding this
regulation has been lifted and the Company expects demand for its NOx reduction technologies to increase significantly during the next few years.

The increase in fuel treatment chemical revenues is attributable to the Company's success in penetrating the market for utility units burning Western coals and to
customers’ conversion from existing suppliers to Fuel Tech. Significant focus has been placed on marketing the Company’s patented TIF! approach to reducing the operating
costs of customers’ units. The successful penetration of the market for utility units burning Western coals will serve as the primary driver for revenue growth in this business
in the upcoming years.

The SIP Call is the federal mandate that, when introduced in 1998, required 22 states to reduce NOx emissions by May 2003. This mandate was an extension of
Phase 1l of Title | of the CAAA. In May 1999, a stay was imposed on this regulation. On March 3, 2000, an appellate court of the D.C. Circuit upheld the validity of the SIP
Call for 19 of the 22 states, and on June 22, 2000, the same court made a final ruling upholding the EPA SIP Call regulation and denying the appeal of the states and utilities.
Subsequent to this court ruling, the stay on the SIP Call was lifted. Although the NOx reduction requirement date was moved back one year to May 2004, 19 states were
required to complete and issue their State Implementation Plans for NOx reduction by October 2000. These plans, which the EPA had until October 2001 to approve, wil
potentially impact 700-800 utility boilers and 400-500 farge industrial units.

In February 2001, the United States Supreme Court, in @ unanimous decision, upheld the EPA's authority to revise the National Ambient Air Quality Standard for ozone
t0 0.080 parts per million averaged through an eight-hour period from the current 0.120 parts per miflion for a one-hour period. This more stringent standard provides dlarity
and impetus for air pollution control efforts well beyond the current ozone attainment requirement of 2007. In keeping with this trend, the Supreme Court, only days later,
denied industry’s attempt to again stay the SIP Call, effectively exhausting ali means of appeal.

Based on these regulatory developments, the Company is enjoying accelerated interest in its programs that have led to significant project bookings late in 2001
and in early 2002.

In 2001, the Company realized approximately $1,700,000 in revenues from temperature mapping and modeling orders received on 40 boilers predominantly for the
domestic NOx reduction utility project business. The Company’s performanice of temperature mapping and modeling work for 2 customer is the precursor to performing NOx
reduction project installations on the units for which the mapping and madeling has been performed. It is the Company's belief that project orders will be received from the
majority of customers for whom temperature mapping and modeling work has been performed.

The gross margin percentage on an overall basis across afl products was 49.1% in 2001, compared with 46.3% in 2000. The improvement was realized primarily due to
the increase in revenues in the fuel treatment chemical business. As NOx reduction revenues from utility companies in the United States increase due to the above-mentioned
regulations, this business wilt comprise a much larger percentage of the Company’s overall revenues. As a result, the Company expects that the overall gross margin percent-
ages will decline over the next several years, reflecting the change in product mix. it should be noted, however, that gross margin dollars are expected to increase significantly
in 2002 due to the expected increase in revenues in both the NOx control and fuel treatment chemical businesses.

Selling, general and administrative expenses were $8,708,000 for the 12 months ended December 31, 2001, an increase of $774,000 from the prior year. The increase is
due primarily to 2 higher level of selling and service expenses resulting from the increased agents fees and commissions for the U.S. fuel treatment chemical business, and to
a lesser extent to an increase in expenses related to the enhancement and expansion of the Company’s European business.

Research and development expenses for the 12 manths ended December 31, 2001 and 2000 were $1,165,000 and $843,000, respectively. The Company continues
to aggressively pursue commercial applications for its technologies outside of its traditional markets, with a particular focus on its NOxOUT ULTRA™ pracess and its Virtual
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) Vaptégé“ advanced visualization software. The Company sold its first commercial demonstration of the NOxOUT ULTRA process late in 2001, and expects additional demonstra-
! tion orders in 2002. Version 1.0 bf the Virtual Vantage software is expected to be released late in the second quarter of 2002, but the Company does not expect to realize

|

significant revenues fram this praduct before 2003.

The Company recorded a net loss from its equity interest in affiliates during 2001 of $342,000. This amount consists of a $250,000 loss recognized on its equity invest-
ment in Clean Diesel Technologies, Inc. (CDT), and a $92,000 loss on its investment in Fuel Tech CS GmbH. The Company has a 16% common stock ownership interest in
(DT as of December 31, 2001, while the Company has a 49% ownership interest in Fuel Tech CS GmbH, as noted above. Please refer to Note 9 of the consolidated financial
statements for a further discussion of related party transactions.

Interest expense decreased to $245,000 for the 12 month period ended December 31, 2001 from $354,000 for the same period in 2000. The favorable variance is
due solely to the decrease in the average outstanding principal debt balance during the year, and to a decrease in short-term interest rates.

Other income and expense for the 12 month period ended December 31, 2001 was $37,000 versus $82,000 for the same period in 2000. The decrease is due to
a lower level of interest income that was driven by the decrease in short-term interest rates noted above and to the write-down of impaired assets. Partially offsetting these fac-
tors was a gain in the amount of approximately $180,000 related to the dissolution of the wholly owned subsidiaries in Poland and Taiwan. The entity in Poland has not been
operational since 1997, and the entity in Taiwan operated only as a sales agency office.

The Company recorded a tax benefit of $114,000 in 2001 related to the Htalian subsidiary. There were no domestic income taxes recorded in 2001 as the Company
recorded a net loss for the year. The Company has $39.9 million in United States federal income tax loss carryforwards as of December 31, 2001, the deferred tax benefit
of which has been offset by a valuation allowance in the Company's balance sheet.

In the opinion of management, the Company’s expected near-term revenue growth in its NOx reduction business will be directly related to the implementation of
the requirements of the CAAA. The Company’s implementor and alliance strategies will enable the Company to provide the NOxOUT® process to an increasing nurmber of
customers without significantly adding technical and support staff. Customers purchase the NOxQUT process and related technologies from either the Company or its imple-
mentors. If customers purchase the NOXOUT process from implementors, the per contract revenues to the Company may be lower, but more instaliations may be handled.

2000 versus 1839

Net sales in 2000 totaled 521,806,000 versus net sales of $33,325,000 in 1998, a dedline of 34%. This overall decline was due primarily to a $13,337,000 reduction in domestic
NOx reduction project revenue from utilities. This result was somewhat offset by a 28% increase in domestic NOx reduction industrial project revenue, as particular emphasis was
placed on this market segment while awaiting resolution of litigation conceming regulations affecting the domestic utility segment. Intemational NOx reduction industrial project
revenues in 2000 were behind 1999 by 51%, with the decline being atiributable to the dosure of Fuel Tech GmbH, a wholly owned subsidiary of the Company (discussed further
below) and to the completion of a major praject in Asia in 1999. intemational project revenues were, however, supported by the continued maturation of the Western European
market, with new business attained in France and ftaly. Lastly, revenues derived from the sale of fuel treatment chemicals domestically and internationally fell short of 1999 levels
by 9% and 58%, respectively. Domestically, the negative impact of high crude oil prices early in the year could not be completely overcome by year-end gains resulting from the
high price of natural gas (causing boiler operators to switch fuels back to off), and the penetration of the Company's patented TIFi technology. The dedline in intemational fue!
treatment chemical revenues was primarily attributable to a large customer’s change in fuels, thus eliminating their requirement for treatment chemicals,

The Company believes that the delay in obtaining a final ruling on the EPAs SIP Call regulation, as discussed previously, was the primary reason for the dediine in
domestic NOx reduction utility project revenue experienced in 2000.

As noted above, sales in the domestic fuel treatment chemical segment increased during the latter part of 2000, which resulted from the increase in the cost of natural
gas that had caused customers to switch back to using fuel oil. Additionally, significant effort was being expended to further penetrate and enter the potentially lucrative pulp
and paper and Western coals markets. The Company directed its sales and marketing efforts toward the penetration of its patented TIFI technology into these segments of the
market, where the return on investment to the Company's customers can reach in excess of 500% per year.

The gross margin percentage on an overall basis across all products was 46.3% in 2000, compared with 43.6% in 1999, The improvement was realized primarily due to
the reduction in revenues realized from lower margin NOx reduction utility projects in the United States in 2000 versus 1999, and to the improved margin performance on
NOx reduction industrial projects.

The Company’s net income on a consolidated basis for the 12 months ended December 31, 2000 included a net charge of $490,000 related to the restructure of its
European operations in an effort to consolidate its business and enhance profitability. In the second quarter of 2000, the Company announced that it would concentrate its
European resources in its Itafian company, Fuel Tech Srl, and shut down Fuel Tech GmbH, a wholly owned subsidiary, in Germany. The restructuring consisted of the following
transactions, which were recorded at June 30, 2000

©  Fuel Tech GmbH's NOXQUT chemical business was sold to a new entity in Germany (Fuel Tech CS GmbH) in which the Company holds a 43% ownership interest that
was acquired for $116,000. The selling price is dependent on future results of the chemical business, but will not be less than 1,250,000 deutsche marks (approximately
$600,000), paid out over three years. A gain on this fransaction of $269,000 was recorded in other income and expense in the consolidated statement of operations.

©  Fuel Tech GmbH recorded a charge of $528,000 related to the closure of the entity. The charge included accruals of $343,000 primarily for severance obligations for four
employees, lease termination costs and other costs related to the dlosure of the entity. This charge was recorded as a reduction to operating income in the consolidated
staternent of operations. As of December 31, 2001, the Company made payments of approximately $311,000 related to this charge.

©  The cumulative foreign currency translation loss related to Fuel Tech GmbH of $231,000 was recognized as other income and expense in the consolidated statement
of operations.




Selling, general and administrative costs decreased by $953,000 from 1999. The decrease is due primarily to a reduction in revenuebased ‘expenses such as sales‘ ' ‘ 5
commissions to employees and agents, and to a lesser extent, to reductions in controllable expenses. AR i gt Pty
il ' ‘ . ) i
The Company recorded a net loss from its equity interest in affiliates during the year 2000 of $195,000. This amount consists of a $225,000 Ioss recognlzed on its eqmty
investment in Clean Diese! Technologies, Inc. (CDT), offset by a $30,000 gain on its investment in Fuel Tech CS GmbH, The Company had a 21.6% common stock ownership
interest in CDT s of December 31, 2000, while the Company has a 49% ownership interest in Fuel Tech CS GmbH as noted above. Please refer to Note 9 of the consolidated

financial staternents for a further discussion of related party transactions.

Interest expense increased to $354,000 for the 12 month period ended December 31, 2000 from $309,000 for the same period in 1999. The unfavorable variance
is due solely to the increase in the average outstanding principal debt balance during the year. A $4.5 million term loan was received on September 1, 1999, and was used
to retire a note held by Nalco Chemical Company (Nalco), the Company’s former joint venture partner in Nalco Fuel Tech (NFT), with a remaining principal balance of
$2.5 million and for the buyout of a contingent payment obligation held by Nalco which had a maximum remaining obligation of $5.4 million. Both obligations refate to
the Company’s purchase of Nalco's interest in NFT in Aprit 1998.

Other income and expense for the 12 month period ended December 31, 2000 was favorable versus the prior year by $333,000. Higher levels of interest income driven
by favorable cash balances and higher interest rates, as well as the impact of the German transactions discussed above, provided the positive variance.

The Company did not record the impact of income taxes in 2000, while income tax expense of $1,299,000 was recorded in 1999. The Company had $46.0 million in
United States federal income tax loss carryforwards as of December 31, 2000 (the deferred tax benefit of which has been offset by a valuation allowance in the Company's
balance sheet). There was no income tax impact recorded in the 2000 results primarily due to recording the benefit of the net operating losses generated in prior years, which
were carried forward and applied at the state level.

Liquidity and Capital Resources

The Company’s cash and cash equivalents were approximately $9.3 million at December 31, 2001 versus $9.0 million at December 31, 2000. Operating activities, which provided
$2.1 million of cash in 2001, were driven by the continued improvement in working capital management. Investing activities, which used cash of $1.1 million during the year,
were primarily comprised of a loan to COT of $125,000 and to the continued investment in equipment and intellectual property of $1,016,000. Financing activities, which used
cash of $534,000 during the year, were comprised primarily of debt repayments of $900,000, which were offset by cash received from the exercise of stock options.

Historically, the Company has financed its operations principally through the private placement of its Common Shares and the private placement of nil coupon non-
redeemable convertible unsecured loan notes (the Loan Notes). The Loan Notes are convertible at any time into the Company’s common stock. They bear no interest, have
no maturity date and are repayable generally only in the event of the winding up of the Company. The Company has therefore classified the Loan Notes within shareholders'
equity in its balance sheet.

At December 31, 2001, the Company had cash and cash equivalents of $9,338,000 and working capital of $8,861,000 versus $8,987,000 and $12,542,000 at the end of
2000, respectively.

On September 1, 1999, Fuel Tech, Inc. (FT1), a wholly owned subsidiary of the Company, entered into a $3.0 million revolving credit facility expiring August 31, 2002,
which is collateralized by all personal property owned by FTI1. FTI can use this facility for cash advances and standby letters of credit. Cash advances under this facility bear
interest at the bank’s prime rate, or at an optional rate that can be selected by FTI which is based on the bank’s Interbank Offering Rate plus 2.25%.

Also, on September 1, 1999, FTI entered into a term loan agreement with the same bank for a total principal balance of $4.5 million. The principal balance was to be
repaid in quarterly installments of $225,000 commencing on December 31, 1999, with a final principal payment of $2,025,000 due on August 31, 2002. Further, FT1 entered
into an interest rate swap transaction that fixes the rate of interest at 8.91% on approximately 50% of the outstanding principal balance during the term of the loan. The
remaining principal balance bears interest at the bank’s prime rate, or at an optional rate that can be selected by FTI which is based on the bank’s interbank Offering Rate
plus 2.25%. The borrowings under this facility are collateralized by all personal property owned by FTI.

In 2001, amendments to this debt agreement were approved to increase the line of credit to $6.0 million and to extend the expiration date of both the line of credit and
the term loan to January 31, 2003. Further, on March 7, 2002 an additional amendment to the agreement required FTI to maintain a $6.5 million compensating balance in
support of the debt facility, so long as credit is available and until the bank is repaid in full. At December 31, 2001, the full outstanding balance of the term loan is classified
as short term to reflect FTI's intent to repay or refinance this balance during the first six months of 2002 on favorable terms to the Company, and also, to reflect uncertainty
concerning FTI's ability to comply with a debt covenant at September 30, 2002. The covenant for the period ended September 30, 2002 and beyond, which was negotiated
in 1999, does not reflect the deferral in NOx reduction revenues the Company experienced due to the delay in cbtaining a final ruling on the SIP Call regulation.

Under the terms of this agreement, FT1 is not allowed to make loans or advances, or remit annual dividends in excess of $900,000 to the Company as long as the
facility is outstanding. At December 31, 2001, FTI net assets subject to this restriction are $13,264,000. This restriction does not adversely impact the Company's ability to
meet its cash obligations.

At December 31, 2001, the bank had provided standby letters of credit, predominantly to customers, totaling approximately $1,423,000 in connection with contracts in

pracess. The Company is committed to reimbursing the issuing bank for any payments made by the bank under these letters of credit. At December 31, 2001, there were no
cash borrowings against this facility and approximately $4,577,000 was available for utilization.

The carrying amount of debt approximates fair value at December 31, 2001. The fair value of the interest rate swap, based on quoted market prices, is a liability of
$42,000 at December 31, 2001. The notional value of the swap is $1,350,000 at December 31, 2001.

As a result of the aforementioned transactions, the pending regulatory deadlines in the United States and the current cash and working capital positions, the Company
believes that it will have sufficient resources to fund its growth and operations going forward.
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Fimancial Condition ang Results of Operations (continued)

Critical Accounting Policies and Estimales

- The consolidated financial statements are prepared in accordance with accounting principles generally accepted in the United States of America, which require the Company

to make estimates and assumptions. The Company believes that of its significant accounting policies (see Note 1 to the consolidated financia! statements), the following
involves a higher degree of judgment and complexity:

The Company uses the percentage of completion method of accounting for certain long-term equipment construction and license contracts. Under the percentage
of completion method, sales and gross profit are recognized as work is performed based on the relationship between actual engineering hours and equipment construction
costs incurred and total estimated hours and costs at completion. Since the financial reporting of these contracts depends on estimates, which are assessed continually during
the term of the contract, recognized sales and profit are subject to revisions as the contract progresses to completion. Revisions in profit estimates are reflected in the period
in which the facts that give rise to the revision become known.

Forward-Leoking Information

From time to time, information provided by the Company, statements made by its employees or information included in its filings with the Securities and Exchange
Commission (including this Annual Report) may contain statements that are not historical facts, so-called "forward-looking statements.” These forward-looking staternents
are made pursuant to the safe harbor provisions of the Private Securities Litigation Reform Act of 1995. The Company's actual future results may differ significantly from
those stated in any forward-looking statements. Forward-looking statements involve a number of risks and uncertainties, incuding, but not limited to, product demand,
pricing, market acceptance, litigation, risk of dependence on significant custorners, third-party suppliers and intellectual property rights, risks in product and technology
development and other risk factors detailed in this Annual Report and in the Company’s Securities and Exchange Commission filings.

Quantitative and Qualitative Disclosures About Market Rislk
The Company’s earnings and cash flow are subject to fluctuations due to changes in foreign currency exchange rates. The Company does not enter into foreign currency
forward contracts or into foreign currency option contracts to manage this risk due to the immaterial nature of the transactions involved.

The Company is also exposed to changes in interest rates primarily due to its fong-term debt arrangement (refer to Note 8 to the consolidated financial statements).
The Company uses an interest rate derivative instrument (an interest rate swap) to manage exposure to interest rate changes. The Company has entered into an interest rate
swap transaction that fixes the rate of interest at 8.91% on approximately 50% of the outstanding principal balance during the term of the loan. A hypothetical 100 basis point
adverse move in interest rates along the entire interest rate yield curve would not have a materially adverse effect on interest expense during the upcoming year ending
December 31, 2002.

Fuel-Tech MN.¥. Report of independent Auditors

The Bezrd of Directors of Fuel-Teckh NV

We have audited the accompanying consolidated balance sheets of Fuel-Tech N.V. as of December 31, 2001 and 2000, and the related consclidated statements of operations,
cash flows and shareholders' equity for each of the three years in the period ended December 31, 2001. These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these consolidated financial

statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of material misstaternent. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also indudes assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the consolidated financial position of Fuel-Tech N.V.
at December 31, 2001 and 2000, and the consolidated results of its operations and its cash flows for each of the three years in the period ended December 31, 2001, in
conformity with accounting principles generally accepted in the United States of America.

As discussed in Note 1 to the consolidated financial statements, effective January 1, 2001, the Company changed its method of accounting for derivative financial
instruments to conform with SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities.”

Ernst & Young LLP
Chicago, lllinois
February 22, 2002, except for Note 8, as to which the date is March 7, 2002
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Selected financial data is presented below as of the end of and for each of the fiscal years in the five-year period ended December 31, 2001. The selected financial data shqu‘!d; .
be read in conjunction with the audited consolidated financial statements as of and for the year ended December 31, 2001, and “Management's DiscussiQn‘ and Analysisof
Financial Condition and Results of Operations.” ‘

For the years ended December 31 2001 2000 1999 1998 1897
(in thousands of U.S. dollars, except for share data) '

Statement of Operations Data

INBESIES ..ot ees s seser st et sse ettt s s s $17,672 $21,906 $33,325 $25,864 ) -
Royalty income from Nalco FUe) TECH .o - - - - 148
Loss from equity interest in joint venture ... - - - - 853
Selling, general and administrative and other Costs and EXPENSES. v oo erscnesre 9,873 9,305 3,691 8,927 2,064
Net (1055) INCOME.vvvvvrrverrrmsererisreinns (1,633) 415 3,008 539 (2,571)
Basic (loss) income per commaon Share ... $ (0.09) S 002 S 01 $S 003 S (21
Diluted (loss) income per common share $ {0.09) $ 002 $ 06 $ 003 S{021)
Weighted-average basic shares outstanding......c......co..cowrceee 18,592,000 | 18,396,000 17,752,000 15,680,000 12,387,000

Weighted-average diluted shares outstanding ... .1 18,592,600 | 19,621,000 19,335,000 17,437,000 12,387,000

December 31 2001 2000 1888 1998 1997
(in thousands of US. dollars, except for per share data)

Balance Sheet Data

WOTKING CADIAL.orcscrmerrisnrrseeeceemrrcesescsmsscomessresisesssseessres s e e et -] $ 886 $12,542 $ 12126 $ 9,047 $ 1,766
Total assets...... 20,328 23,089 24,454 19,153 5,947
TOLRLHADHILIES ....ooo s sssssss s ssse s s sssss st s s s s s 7,193 8,522 10,773 8,837 701
Shareholders’ equity ... 13,135 14,567 13,691 10,316 5,246

Net tangible book value pershare $ 056 $ 059 $ 052 § 045 S 037

Notes:

(1) Effective April 30, 1998, Fuel Tech, Inc. (FT1), a wholly owned subsidiary of Fuel-Tech N.V. (the Company), purchased Nalco Chemical Company’s 50% interest in the
Nalco Fuel Tech (NFT) joint venture. As a result of this transaction, the Company owns 100% of the assets and liabilities of NFT. The 1998 operations of NFT have
been consolidated with those of the Company for the entire year. The Company's operating results for 1997 reflect the Company's 50% share of NFT's operating
results on the equity basis of accounting. Refer to Note 2 ta the consolidated financial statements.

(2) Shareholders’ equity includes outstanding nominal nil coupon non-redeemable perpetual loan notes. See Note 5 to the consolidated financial staterments.

(3) Net tangible book value per share assumes full conversion of the Company's nil coupon non-redeemable perpetual loan notes into shares of the Company's
common stock.

(4) Effective March 31, 1985, FT! effected a quasi-reorganization and reduced the value of certain of its assets. Tax benefits resulting from the utilization of the United States
federal tax loss carryforwards existing as of the date of the quasi-reorganization have been excluded from the results of operations and credited to additional paid-in
capital when realized. Tax benefits from the wtilization of such carryforwards of $722,000 and $1,363,000 were realized in 1999 and 1998, respectively. As such, a
non-cash charge was recorded as income tax expense, and additional paid-in capital was increased accordingly for the amounts noted above in both years. There
are no remaining tax loss carryforwards from years prior to the date of the quasi-reorganization.




14 Fuel-Tech N.V. Consolidated Balance Sheals (in thousands of US. dollars, except share data)

g | December3d . 2009 | 2000
. i B P N A
Assels
Current assels:
Cash and cash eqUIVAIEIS.......cc.cocvvvvesereessessrssssrssssssse e $ 9,338 § 8987
Accounts receivable, net of allowances for doubtful accounts of 5162 and $192, respectnvely ................................................................................ 5,368 7,550
Inventories.... bR 8RR R R 274 162
Prepaid expenses and other CUITEIE BSSEES ... vvvevvvesvveveesensesessessssssesssoesessosssess s sesss s st 5 s 458858 08810 583 1,019
TO! CUTTENE ASSELS wvvvvveeeererseeeresessereesesss e soemceeeses oo e sresesse e e et 13,563 17,718
Equipment, net of accumulated depreciation of $4,222 and 54,488, FESPELLVENY ....ccovvvevveosrvessrisesmssrmsmsiesseos s sess st 1,756 1,584
Goodwill, net of accumulated amortization of $924 and $590, respectively............ 2,126 2,450
Other intangibles, net of accumulated amortization of $786 and $809, MESPECHVELY ... wrrmermeersessmmsssssrsssss 411 458
Other assets.. S S 472 879
01 5 R st R SRR e 5 s 1 $ 20,328 $23,089
Lisnkilities and Sharcholders’ Equity
Current liabilities:
Current portion of note payable et 18818818 4441081858215 e $ 2,700 S 900
ACCOUNES PAYADIE......oocvvrvrrrr e rcsrssanessnsssrsscrnessinies 1,978 2,480
Accrued liabilities:
Employee cOmpensation...........wn: 513 714
Deferred revenue ... 319 -
Other accrued liabilities ....ooovveorverirs 1,192 1,082
Total current libilities ............. et es e R 185 148 8 83851 RS s 6,702 5,176
Note payable.........c.cc.u... e - 2,700
Other liabilities..... et s S SRR s s 491 646
TOTA! HADITIES 1o.v.vrsevveesevesissssssnssssasses s e o888 2880 50 5500 3518488540008 82 18 s 110 7,193 8,522
Shareholders” equity:
Common stock, $.01 par value, 40,000,000 shares authorized, 18,384,097 and 18,526,972 shares issted, reSpectively.............emmermresense 190 185
Additional paid-in CaPItAl.......cceurevmmressmsesresssecresmcrnis 87,720 86,097
ACCUMUIEEEA dEfICiL..o e rsnssssss s sssssssn s e (76,207) (74,574)
Accumulated other comprehensive {loss) income {68) 97
Treasury stock S {1,008) (1,058)
Nil coupon perpetual loan notes 2,528 3,820
Total shareholders’ equity ... . 13,135 14,567
Total liabilities and shareholders’ equity................ - $20,328 $23,089

See notes to consolidated financial statemnents.
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T

For the years ended December 31 20012000, ;4869 111 ]

..... i

B EEN R R

Poaoy

N FRYRTIES ... o] $WET2| $21906  $ 33325

Costs and expenses
COSt Of SAES.ovvvvmeresrcsresrsressesres s essrereessereesssres s 8,896 11,757 18,805
Selling, general and admMINIStTAHVE.......c.vocvveovsvensrmseressersssss s 8,708 7,934 8,887
RESEAICN ANA AEVEIOPIMENT....oe e eee e st e 58258 R 58 1,165 843 804
Closing costs of German subsidiary ..., . ~ 528 -

18,869 21,062 28,496

OPEIALING (IOSE) ICOMDE........ooervecervesvoserrasrersosesssesssssmsesesssessssessesssssossssessssesessesossosessosssosss s e e ssesssssensssssss e (1,197) 844 4,829

Loss from equity interest in affilIates ......cu. e e {342) (195) _
ITTEET@SE EXPEISE. vvrrvt v s st 2810128 0015558505308 58 558584158 8 58 58 58 8 0 {245) (354) (309)
Other income (expense):
Gain on sale of German subsidiary chemical business - 269 -
Cumulative translation loss of German subsidiary............... - (31) -~
Other income (XPENSE), NEL .o vveceveceersrescssonn 37 82 (213)
(Loss) income before taxes........ (1,747) 415 4,307
Income tax benefit {expense)......... 114 - (1,299)
Net (loss) income $(1,833) S 4i5 $ 3,008

Net (Joss) income per commen share
Basic........ $ (0.089) S 002 $ o1
Diluted........ (0.09) 0.02 0.16

BESIC.cerrrervrernererersnencen s ettt | 10592,880 1 18,396,000 17,752,000
L0 OO OO OO cremreeesseennnenee ] 10992,000 ] 19,621,000 19,335,000

See notes to consolidated financial statements.




16 (in thousands of U.S. dollars, except share data in thousands)

Accumulated
Additional Other Nil Coupon
Commen Stock Paid-ln  Accumulated Comprehensive Treasury Stock Perpetual
Shares Amount Capital Deficit Income (Loss)  Shares Amount Loan Notes Tetal
Balance at lanuary 1, 1999... .. 17,236 $172 $71,898 $(77,997) $52 o4 $(1,058) $17,249 $10,316
] Comprehensive income:
NEt INCOME st 3,008 3,008
g Foreign currency translation adjustmerits......... 77) (77)
Comprehensive iNCOME........oevmuronereeersren 2,931
Conversion of nil coupon perpetual loan
notes into CoMMON SHOCK vvvvverrerreeee e 963 10 10,372 (10,382) -
Purchase of nil coupon perpetual loan notes......... 2,535 (2,979) (444)
Tax benefit from years prior to
QUASHTEOTBANIZATION eovveercenssner s 722 722
Exercise of stock OPHONS ...oc.eevver e 129 ] M 20
131 (46) (46)
Balance at December 31, 1999........... 18,328 $183 $85,692 $(74,989) $(25) 94 $(1,058) $ 3,888 $13,601
Comprehensive income:
NEtINCOME o vvrsmirsresssessrssssmsses e 415 415
Foreign currency translation adjustments....... 122 122
Comprehensive iNCOME......ooc.verecereeveerr e 537
Conversion of nil coupon perpetual loan
notes iInte common Stock ... 7 - 68 (68) -
Exercise of Stock OptionS .o..vveevecrereers v 192 2 337 339
Balance at December 31, 2000, 18,527 $185 $86,007 ${74,574) $97 94 $(1,058) $ 3,820 $14,567
Comprehensive loss:
NBEIOSS...svvvvevvreeerereseesrimsseeemsseseecssincsssses e sessssons (1,633) (1,633)
Adjustment for fair value of derivative........... (42) (42)
Foreign currency translation adjustments ....... (123) (123)
COMPIERENSIVE 0SS ..ovvveercresecvsereserssnsoss vosions (1,798)
Conversion of nil coupon perpetual loan
notes into COmMMON StOCK w...vvvevrenrrrerrrerenn 200 2 1,220 (1222) ~
Exercise of Stock OPLIONS .....oooeovveerecssrnesssieeren 216 3 403 406
OHRBLceesrrrecrsscenimessimsesoe st 41 (30) (40) (40)
Balamce at December 31, 2000........oe. 18,984 $190 $87,720 $(76,207) $(68) 64 $(1,008) $ 2,598 $13,135

See notes to consolidated financial statements.
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'“"_‘,..[‘;y.xl.‘ﬂ:;.“.‘t...A«;.u
For the years ended December 31 2007 | 20060, - "ﬁ@@@ . ‘
R
Operating Activities
L (0SS) INCOMBurvrvrerveveeersrcsrosessossasessssssssssseessessssesssossesss s ssms s e sms s e S s st st s 10 $(1,633) § 415 $ 3,008
Adjustments to reconcile net (loss) income to net cash provided by operating activities:
DIEPIECITTION w.ovre e veeseessss st e s8s 8854 88158558 58 8 80 769 601 519
AMOTHIZATON 1o srsssssssssssesssssasonsasessesrns 375 382 261
Provision fOr AOUDHUI GECOUNES ..voovvervicseisseiseisses s esssssssssssssssssssssssss s snssessssssssssssssssssessssesssssssssssessssssssssssarasens 44 233 134
Loss on equipment diSPOSAIS/IMPATEA @SSELS........c....ccrmermesrssrsrsessimssmsrs s sssssssmsssisisssss s ses s s sssssasssssssssssssnsersns 156 82 246
LOSS from €QUITY INEETESE IN GIfIIAIES voer e ssrssmsissscissee st sssss s st rssos 342 195 -
INCOMIE TAXES .o evveeeesessssssssss et e 4148588558881 888 110 - - 722
Closing reServe fOr GEIMMEN SUDSIIAIY....o....o.ceuerrveiere e sveersssesirsssessssssessss s sesssess s sssssesss oot - 528 -
Cash payments against German subsidiary closing reserve (26) 77 -
Gain on sale of German subsidiary chemical BUSINESS ..o.ooocvverevcvrserersre e - (269) -
Cumulative translation (gain) [0SS....ccccvrnins (20) 231 -
Changes in operating assets and liabilities:
ACCOUNES TECEIVADIE ...ttt et s et oo 2,110 1,758 (759)
Inventories, prepaid expenses, other current assets and other noncurrent assets 422 (334) 139
Accounts payable, accrued liabilities, deferred revenue and other noncurrent liabilties.....cvvveevvesccssesissnnessnrrnen (617) (1,957) 661
OHRET oeceeseirermrersmcss s sssssssessssss s s 8 3 69
Net cash provided DY OPEIAHNG GCHVILES ....c...cuvviireosessseseres e eessssssssssssssssssssssesssssssessssssssssssssssssssssssssssss s sssosmssosssesens 2,060 1,591 5,000
Investing Activilies
Investment in and 10815 10 CDT ... sssssesssessssssssssssmssssssssssssssossssssssssssssesssssssssssessres {125) (350) -
Investment in Fuel Tech CS GmbH - (116) -
Proceeds from sale of German subsidiary’s CheMICAl DUSINESS ..u.vvveevvrvccoereoeesesesssssesssssssssesess e sessessssseessssssessseon - 122 -
Purchase of 50% of NFT Joint VENtUIE.......o.vovvevveeeeereereereereerecemmene - - (1,958)
Purchases of equipment and patents (1,018) 774 (795)
NEt CASN USEA [N INVESINE ACHVIIES .vvvvsevvvrsseeressssssessssssssssssssssseeessssssessssssassissssssssssasssssessss e s st oo sss s ssssssssos (1,041) (1,118) (2,753)
Flinancing Activities
ISSUANCE O COMIMON SAIES........ecoeooeeee e eesereesessssssse s eseee s s e e s ses e oo - - (46)
EXEICISE OF SLOCK OPHONS ..o sessses s sseseeesesessem s sisssss s ss s ssssesse s s s e oo sesssssseesses 406 339 212
Purchase and retirement of nil coUPON 108N NOLES ....voovvevervvrrescirncessieesssn s - - (444)
Purchase of treasury shares.... (40} - -
Repayment of borrowings... (900) (675) (3,225)
Proceeds from borrowings.......c.... et e e - - 4,500
Net cash (used in) provided by fiNANCING GCHVIHIES........occvcecrre e rssssoessssssssssssssissessssssesssssssssmssesssssssesssssssissssassssssssssssonns (534) (336) 997
Effect of exchange rate fIUCHUBHONS OM €SN ...ooooovececeesscmsomsesssssessseses e et sssesssssssssssssss s omssssssess sssssssssessseso (38) (109) (77
Net increase in €ash aNd CASN BQUIVEIENTS ..o..uvvvecvvieeierieim e sesssevsssesssssssssssissssssssesse st ssssssessssssssssssssssos o mssrt s ssesssssssossssess 351 28 3,167
Cash and cash equUIValENnts at DEGINMING OF VAT ......v..iouv i merrsmrirarcssrcsee s eassseseses s s s ssne s s s oo 8,987 8,959 5,792
Cash and (ash QUIVAIENES B N OF VAT ......vvveoeeeeeereeeseceescrs oo oessesssssss s sssessoss e sss s s s st oo s $9,338 $ 8,987 S 8959

See notes to consolidated financial statements.
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sy

. @ma"mﬁz;aﬁbm and Significant Accounting Policies

o Organization Fuel-Tech N.V. (the Company) is a holding company active in the business of air pollution control. The Company’s primary focus, through its wholly owned

subsidiary, Fuel Tech, Inc. (FTI, is on the werldwide marketing and sale of its NOxOUT® process and related technologies, as well as its FUEL CHEM® fuel treatment chemical
product line. The NOXOUT process reduces nitrogen oxide (NOx) emissions from boilers, furnaces and other stationary combustion sources. The FUEL CHEM business is
based on the Company's proprietary Targeted-In-Fumace-Injection technology in the unique application of specialty chemicals to improve the performance of combustion
units. The Company’s business is materially dependent on the continued existence and enforcement of air quality regulations, particularly in the United States. The
Company has expended significant resources in the research and development of new technologies in building its proprietary portfolio of air pollution control, fuel treatment
chemicals, computer modeling and advanced visualization technologies.

For the years ended December 31, 2001, 2000 and 1999, 25%, 20% and 25% of the Company’s revenues, respectively, were derived from international markets,
principally in Europe and Asia.

Basis of Presentation The consolidated financial statements include the accounts of the Company and its wholly owned subsidiaries. All intercompany transactions have been
eliminated. As discussed in Note 9, effective as of June 30, 2000, the Company sold its German chemicals business to Fuel Tech CS GmbH, an entity in which the Company holds
a 49% ownership interest that is accounted for using the equity method. In 2001, the Company completely dissolved the following wholly owned subsidiaries: Fuel Tech Poland
Spz0.0 and Fuel Tech BV Taiwan Branch. The: entity in Poland has not been operational since 1997, and the entity in Taiwan operated only as a sales agency office.

Reclassifications Certain amounts included in prior year financial statements have been reclassified to conform to the current year presentation.

Use of Estimates The preparation of the financial statements in conformity with generally accepted accounting principles requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and accompanying notes. Actual results could differ from those estimates.

Foreign Currency Translation The functicnal currency for the Company's foreign subsidiaries is the respective local currency. Accordingly, assets and liabilities are translated
into US. dollars at current exchange rates, and revenues and expenses are translated using average rates of exchange prevailing during the year. Adjustments resulting from
translation of financial statements denominated in currencies other than the U.S. dollar are inciuded in accumulated other comprehensive income or loss. Foreign currency
transaction gains and losses are included in the determination of net income.

Cash Equivalents and Financial Instrumants The Company considers all highly liquid investments with a maturity of three months or less when purchased to be cash
equivalents. At December 31, 2001, substantially all of the Company’s cash and cash equivalents are on deposit with three financial institutions. All financial instruments are
reflected in the accompanying balance sheets at amounts that approximate fair market value.

Derivative Financial Instruments Effective January 1, 2001, the Company adopted SFAS 133, which establishes accounting and reporting standards for derivative instruments,
including certain derivative instruments embedded in other cantracts, and for hedging activities. All derivatives, whether designated in hedging relationships or not, are required to
be recorded on the balance sheet at fair value. If the derivative is designated as a fair value hedge, the changes in the fair value of the derivative and of the hedged item attributa-
ble to the hedged risk are recognized in eamings. if the derivative is designated as a cash flow hedge, the effective portions of changes in the fair value of the derivative are
recorded in accumulated other comprehensive income or loss, and are recognized in the income statement when the hedged itemn affects earnings. Ineffective portions of
changes in the fair value of cash flow hedges are recognized in earnings.

Interest Rate Risk Management: The Company is exposed to interest rate risk due to its long-term debt arrangement, The Company uses an interest rate derivative instru-
ment (an interest rate swap) to manage exposure to interest rate changes. The Company has entered into an interest rate swap transaction that fixes the rate of interest at
8.919% on approximately 50% of the outstanding principal balance during the term of the loan. The term of the swap is from October 22, 1999 until October 22, 2002. At the
date of adoption, January 1, 2001, the Company recorded the fair value of the interest rate swap, a credit of approximately $20,000, as an “other liability” with a corresponding
decrease to “accumulated other comprehensive income.” During 2001, the fair value of the interest rate swap changed by approximately $22,000, thus increasing the “other
liability” with a corresponding decrease to “accumulated other comprehensive incorme” for this amount. The impact of the ineffectiveness calculation was immaterial.

Foreign Currency Risk Management: The Company’s eamings and cash flow are subject to fluctuations due to changes in foreign currency exchange rates. The Company
does not enter into foreign currency forward contracts or into foreign currency option contracts to manage this risk due to the immaterial nature of the transactions involved.

Accounts Receivable Accounts receivable includes unbilled receivables, representing costs and estimated earnings in excess of billings on contracts under the percentage
of completion method. At December 31, 201 and 2000, unbilled receivables were approximately $2,057,000 and $2,256,000, respectively.

Goodwill and Other Intangibles The goodwill recognized as a result of the transactions described in Note 2 has been amortized by the straight-line method over periods of nine
and ten years, which represent the estimated remaining useful life of the Company’s intellectual property. Effective January 1, 2002, the Company will adopt Financial Accounting
Standards Board (FASB) Statement No. 142, “Goodwill and Other Intangible Assets,” which was approved on September 29, 2001. Under the guidance of this statement, goodwill
and indefinite-lived intangible assets will no longer be amortized but will be reviewed annually, or more frequently if indicators arise, for impairment. For the 12 months ended
December 31, 2001 and 2000, the Company recorded goodwill amortization of $334,000. During 2002, the Company will perform the first of the newly-required impairment tests
of goodwill and indefinite-lived intangible asvets as of lanuary 1, 2002 and has not yet determined the effects these tests will have, if any, on eamings and financial position.

Other intangibles consist principally of third-party costs related to the development of patent rights. These costs are being amortized by the straight-line method over
a period of 10 years from the date of patent issuance. Patent maintenance fees are charged to operations as incurred.

Equipment Equipment is stated on the basis of cost. Provisions for depreciation are computed by the straight-line method, using estimated useful lives as follows:

Laboratory equipMENt ...........eeereercceersnnn 5-10 vears
Furniture and fixtures ........ .. 3-10 years
Computer equipment and software .... ... 3-5 years
Field equipment........oovemunnn 3-4 years

Vehicles.........o.. ) . 3years
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Accounting for the Impairment of Long-Lived Assets The Company reviews long-lived assets and certain intangible assets for impairment when events or changes | ln
circumstances indicate the carrymg amount of an asset may not be recoverable. In the event the sum of the expected undiscounted future cash flows reslting from the use’
of the asset is less than the carrying amount of the asset, an impairment [oss equal to the excess of the asset's camrying value over its fair value is recorded. The impact of such
losses on the Company was $139,000 and $82,000 for the years ended December 31, 2001 and 2000, respectively.

Revenue Recognition The Company uses the percentage of completion method of accounting for certain long-term equipment construction and license contracts. Under
the percentage of completion method, sales and gross profit are recognized as work is performed based on the refationship between actual engineering hours and equip-
ment construction costs incurred and total estimated hours and costs at completion. Sales and gross profit are adjusted for revisions in completion estimates and contract
values in the period in which the facts giving rise to the revisions become known. Revenues from the sales of chemical products are recorded when title transfers, either

at the point of shipment or at the point of destination, depending on the contract with the customer.

Distribution Costs The Company dlassifies shipping and handling costs in cost of sales in the consolidated statement of operations.

Stock-Based Compensation The Company accounts for stock option grants in accordance with Accounting Principles Board (APB) Opinion No. 25, “Accounting for Stock
Issued to Employees.” Under the Company's current plans, options may be granted at nat less than the fair market value on the date of grant, and therefore, no compensa-
tion expense is recognized for the stock options granted.

Basic and Diluted Earnings per Common Share Basic eamings per share excludes the dilutive effects of stock options and of the nil coupon non-redeemable convertible
unsecured loan notes (see Note 5). Diluted earnings per share includes the dilutive effect of the nil coupon non-redeemable convertible unsecured loan notes and of stock
options and warrants. The following table sets forth the weighted-average shares used at December 31 in calculating eamings per share (in thousands):

2001 2000 1229

BASIC WEIBNEET-GVEIAEE SNATES c..orevrreecvtoes s e cestsees oot o508 5 R 8 5 e 18,592 18,396 17,752
Conversion of unsecured 10an NOtE..........covvevvvvesrei. - 483 591
UNEXETCSEA OPHONS BNA WAITANES...oocevvrevvveesrsvessssessssseessssssssssossssssssessss s ssssesssssssessssssessssssssssosssssesssssssssssssessssosssessssssssssss s - 742 992
Diluted WeIhted-VEIAgE SNATES.......cocoversereseees e ssess s s sssessssessssss st sses s 18,592 19,621 19,335

2, The Nalco and Amerdcan Bailey Corporatien Transactions

Fffective April 30, 1998, FTI purchased Nalco's 50% interest in Nalco Fuel Tech for $1.1 million cash, the issuance of a $3.0 million note and up to $5.5 million in contingent
payments based upon FTI's future eamings. The acquisition was accounted for as a purchase. The notes bore interest at 10% per annum, payable quarterly, with principal
payments of $250,000, payable quarterly, beginning on March 31, 1999. The note and contingent payment obligations were secured by substantially all of the Company’s assets.
Goodwill, net of amortization, resulting from this acquisition totaled $1,025,000, induding the contingent payment obligation, at December 31, 1998,

Simultaneously with this transaction, principals of American Bailey Corporation (ABC) invested $3.35 million in the Company in exchange for 4.75 million shares of the
Company's commaon stock, and warrants to purchase an additional 3.0 million shares of the Company’s comman stock at an exercise price of $1.75. The warrants expire on
April 30, 2008. Such shares (and shares underlying the warrants) were restricted from sale by the holders for a period of three years from the date of transaction, and give
the holders certain registration rights.

On September 1, 1999, the Company satisfied its remaining obligations to Nalco by paying Nalco approximately $4.5 million, representing the $2.5 million remaining bal-
ance on the note, plus accrued interest, and a buyout of the balance of the contingent payment obligation for approximately $2.0 million. At the time of the transaction, a maxi-
mum of approximately $5.4 million remained outstanding under the contingent payment obligation. This transaction was financed by a $4.5 million term loan from the Company’s
existing bank (see Note 8 to the consolidated finandial statements). As a result of this transaction, the Company recorded approximately $2.0 million of additional goodwil.

3. Taxation

At December 31, 2001, FT1 had tax losses available for offset against future years' eamings of approximately $39.9 million in the United States. For financial statement purposes,
a valuation allowance has been recorded to offset the tax benefit of these camryforwards. Under the provisions of the U.S. Tax Reform Act of 1986, utilization of the Company's
U.S. federal income tax loss carryforwards may be fimited should ownership changes exceed 50% within a three-year period. The U.S. federal tax loss carryforwards expire as
follows (in thousands):

122
$39,918
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C 2001 | 2000 1999

United States . %8 © $1.21 $ 5167
FOTIGMN. o voevvsssss s sss e e st s s s e (1,738) (796) (860)
(Loss) income before taxes ......coevvvvvercscsiesn $(1,747) $ 415 $4,307

A reconciliation between the (benefit) provision for income taxes calculated at the U.S. federal statutory income tax rate and the consolidated (benefit) provision in the
consolidated statements of operations for the years ended December 31 is as follows (in thousands):

2001 2000 1988

(Benefit) provision at the U.S, foderal SEIIUIOIY FAIE ... eerserseerseeesesssssssss s s ssssesesesses s sesessssmssss s s $(611) S 145 $ 1,507
Foreign losses without tax benefit .............ccvrersn. eSSBS s e e 608 444 301
ValUAHON BHOWANCE BAJUSIMENT ..o ssssseescssessessssessassss e ssssesssssesssssosssssssesesoesssns s smsons essssss s s sssss s - (424) (1,052)
SEBEE INMCOME TAKES 1ovvrsvvvveeesesoesoessesssses e sssessessssss e ssssses e s 2s s 858555 5 583580 5558 s - (207) 576
(114) 25 -
3 17 (33)

$(114) S - $ 1,299

The Company recorded a tax benefit of $114,000 in 2001 related to its ltalian subsidiary. There were no domestic income taxes recorded in 2001 as the Company
recorded a taxable loss for the year.

The reduction in the valuation allowance in 2000 and 1999 results primarily from the utilization of tax loss carryforwards where a valuation allowance had previously
been provided. The state income tax credit in 2000 results from recording the benefit of net operating losses generated in prior years, which were carried forward and applied
at the state level.

Temporary differences arising from treating income and expense items for finandcial reporting purposes differently than for tax return purposes are not material,

Effective March 31, 1985, FTI effected a quasi-reorganization and reduced the value of certain of its assets. Tax benefits resulting from the utilization of the U.S. federal
tax loss cammyforwards existing as of the date of the quasi-reorganization have been excluded from the results of operations and credited to additional paid-in capital when
realized. A tax benefit of $722,000 was realized in 1999, As such, a non-cash charge was recorded as deferred income tax expense, and additional paid-in capital was increased
accordingly for the amounts noted above in both years. There are no remaining tax loss carryforwards from years prior to the date of the quasi-reorganization.

4, Cormmon Steek

At December 31, 2001, the Company had 18,984,097 Common Shares outstanding, with an additional 270,724 shares reserved for issuance upon conversion of the nil
coupon non-redeemable convertible unsecured loan notes (see Note 5) and 2,155,500 shares reserved for issuance upon the exercise of stock options, 1,086,250 of which
are currently exercisable (see Note 6).

5. Nil Coupon Non-Redeemable Convertible Unsecured Loan Notes

At December 31,2001 and 2000, the Company had $2,658,500 and $3,958,500 principal amount of nil coupon non-redeemable convertible unsecured perpetual loan notes
{the Loan Notes) outstanding, respectively. The Loan Notes are convertible at any time into shares of the Company's common stock at rates of $6.50 or $11.43 per share.
The Loan Notes bear no interest and have no maturity date. They are generally repayable only in the event of the Company’s dissolution and, accordingly, have been
dlassified within shareholders’ equity in the accompanying balance sheet. In 1989 and 1993, the Company incurred approximately $1.1 million and $100,000, respectively,

in expenses related to Loan Note issuances. The Loan Notes are shown net of the residual portion of these expenses, which approximates $59,000 and $137,000 at
December 31, 2001 and 2000, respectively.

During 2001 and 2000, approximately $1,300,000 and $72,000 principal amount of Loan Notes were converted into 200,000 and 6,299 shares of the Company’s
commaon stock, respectively.

G. Stock Options and Warrants

The Company has granted stock options under the 1993 Incentive Plan (1993 Plan). Under the 1993 Plan, awards may be granted to participants in the form of Non-
Qualified Stock Options, Incentive Stock Options, Stock Appreciation Rights, Restricted Stock, Performance Awards, Bonuses or other forms of share-based or non-share-based
awards or combinations thereof. Participants in the 1993 Plan may be such of the Company's directors, officers, employees, consultants or advisers (except consultants or
advisors in capital-raising transactions) as the directors determine are key to the success of the Company’s business. The amount of shares that may be issued or reserved

for awards to participants under a 1998 amendment to the 1983 Plan is 12.5% of outstanding shares. In 2001, 2000 and 1999, 472,500, 406,000 and 513,500 options,
respectively, were granted to employees and directors.

If compensation expense for the Company’s plans had been determined based on the fair value at the grant dates for awards under its plans, consistent with the
method described in SFAS No. 123, the Comnpany’s net income (loss) and income (loss) per share would have been adjusted as follows for the years ended December 31
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R P S B A
2001 | | '2000 || 1988 | i |
Net (loss) income (in thousands): IR S N R R
S TEPOTEA. ..ottt et ettt $(1,633) $7415 0 $30080 !
S AUJUSIEM ..o ses et s 8858558558 1855 s (2,329) (103) 2,74
Basic and diluted (loss) income per share:
Basic—
As reported.... $ (09 $ m s 7
AS AAIUSIED. ..o et {-13) (o1 15
Diluted—
IS TEPOTEEA. ... v ereeessereeeceassssssssss s 8585855558848 5858 5885 $ (.09) $ 02 $ 16
NS BAJUSTRA. vovvveseererissssrsssesssss ssvesnssessssssesss s s sesssses o834 0058 1550885888 58 sttt s (.13) (o1 14

In accordance with the provisions of SFAS No. 123, the “As adjusted” disclosures include only the effect of stock options granted after 1994. The application of the
"As adjusted” disclosures presented above are not representative of the effects SFAS No. 123 may have on such operating results in future years due to the timing of stock
option grants and considering that options vest over a period of immediately to five years.

The Black-Scholes option-pricing model was developed for use in estimating the fair value of traded options that have no vesting restrictions and are fully transferable. In
addition, option-pricing models require the input of highly subjective assumptions including the expected stock price volatility. Because the Company’s employee stock options
have characteristics significantly different from those of traded options and because changes in the subjective input assumptions can materially affect the fair value estimate, in
management's opinion, the existing models do not necessarily provide a reliable single measure of the fair value of its stock options.

The fair value of each option grant, for "As adjusted” disclosure purposes, was estimated on the date of grant using the modified Black-Scholes aption pricing model
with the following weighted-average assumptions:

2001 2000 1988
EXPECLEA QIVIAENA YIBI. ..o cretsetssssssessssssssssssssssss s st 0.00% 0.00% 0.00%
RISK-FTE INEETESE TAE ..vvvvovvvvesvsrerrsrsrssssssessssss e sssosssssosssssessssos s sssss e85 8885 585 s S 10 4.40% 5.10% 6.680
EXPECEA VOIALLY vovvovvvvveverssssrssrsernsssrssssees s seesssssnsssssssssssssssssssssssssees 115.1% 96.2% 108.4%
Expected life Of OPtON. ..o ssesssssssnes 4 years 4 years 4 years
The following table presents a summary of the Company’s stock option activity and related information for the years ended December 31:
2001 2000 1299
Weighted- Weighted- Weighted-
Number of Average Number of  Average Number of  Average
Options  Exercise Price Options  Exercise Price  Options Exercise Price
Outstanding at beginning of YEar. ... eeressssernnsssnenne| 24052,000 $2.34 1,874,500 $239 1,728,493 $3.18
L1 1111 OO 472,500 2,15 406,000 2.10 513,500 213
EXEICISEA oo vrercrrsesvesesvesesseses s ses s s s st st s s oo (215,500) 1.89 (192,000) 1.75 (129,085) 1.63
Expired or forfeited | (153,500) 2.71 (36,500) 538 (238,408) 748
OUtstanding at N Of YEAI....o.cvvvsvoversrevesssssenss s s ssasssssassssssessens 2,155,500 $2.34 2,052,000 $2.34 1,874,500 $2.39
Exercisable at end Of YEam. ...t 1,086,250 $2.66 965,500 $273 802,000 $3.05
Weighted-average fair value of options granted during the year.........ccn] $1.66 $147 $1.59

The following table summarizes information about stock options outstanding at December 31, 2001:

Options Cuistanding Options Exercisable

Weighted-Average Weighted- Weighted-
Range of Number of Remaining Average Number of Average
Exercise Prices Options Contractual Life Exercise Price Options Exercise Price
$1.375 - $3.38 1,920,500 6.97 years $1.93 881,250 $2.00
$3.595 - $8.00 235,000 4.80 years $5.37 205,000 $5.49
$1.375 - $8.00 2,155,500 6.74 years $2.31 1,086,250 $2.66

Lastly, as mentioned in Note 2, principals of ABC were issued warrants to purchase an additional 3.0 million shares of the Company’s common stock at an exercise price
of $1.75. The warrants expire on April 30, 2008.
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7. Commitrients
Operating Leases The Company leases office space, autos and certain equipment under agreements expiring on various dates through 2009. Future minimum lease
payments at December 31, 2001, are as follows (in thousands):

2006 ..o 000000000V VSOOR 186

For the years ended December 31, 2001, 2000 and 1999, rent expense approximated $581,000, $556,000 and $493,000, respectively.

Performance Guarantees The Company’s long-term equipment construction and license contracts typically contain performance guarantees. The Company has outstanding
performance guarantees of $288,000 for projects that have not completed their final acceptance test or that are still operating under a warranty period. Management of the
Company believes that these projects will be successfully completed and that there will not be a materially adverse impact on the Company’s operations from these guarantees.

8. Dabl Financing

On September 1, 1999, FTI entered into a $3.0 million revolving credit facility expiring August 31, 2002, which is collateralized by all personal property owned by FTI. FTt can
use this facility for cash advances and standby letters of credit. Cash advances under this facility bear interest at the bank's prime rate, or at an optional rate that can be selected
by FTi which is based on the bank's Interbank Offering Rate plus 2.25%.

Also, on September 1, 1999, FTl entered into a term loan agreement with the same bank for a total principal balance of $4.5 million. The principal balance was to be
repaid in quarterly instaliments of $225,000 commencing on December 31, 1999, with a final principal payment of $2,025,000 due on August 31, 2002. Further, FTI entered
into an interest rate swap transaction that fixes the rate of interest at 8.91% on approximately 50% of the outstanding principal balance during the term of the loan. The’
remaining principal balance bears interest at the bank's prime rate, or an optional rate that can be selected by FT}, and is based on the bank's Interbank Offering Rate plus
2.25%. The borrowings under this facility are collateralized by all personal property owned by FTI.

In 2001, amendments to this debt agreement were approved to increase the line of credit to $6.0 million and to extend the expiration date of both the line of credit and
the term loan to January 31, 2003. Further, on March 7, 2002 an additional amendment to the agreement required FTI to maintain a $6.5 million compensating balance in
support of the debt facility, so long as credit is available and until the bank is repaid in full. At December 31, 2001, the full outstanding balance of the term loan is classified
as short term to reflect FT1's intent to repay or refinance this balance during the first six months of 2002 on favorable terms to the Company, and also, to reflect uncertainty
concerning FTI's ability to comply with a debt covenant at September 30, 2002. The covenant for the period ended September 30, 2002 and beyond, negotiated in 1998,
does not reflect the deferral in NOx reduction revenues the Company experienced due to the delay in obtaining a final ruling on the SIP Call regulation.

Under the terms of this agreement, FTI is not allowed to make loans or advances, or remit annual dividends in excess of $300,000 to the Company as long as the facility
is outstanding. At December 31, 2001, FT! net assets subject to this restriction are $13,264,000.

At December 31, 2001, the bank had provided standby letters of credit, predominantly to customers, totaling approximately $1,423,000 in connection with contracts 1
in process. FT1 is committed to reimbursing the issuing bank for any payments made by the bank under these letters of credit. At December 31, 2001, there were no cash
borrowings against this facility and approximately $4,577,000 was available for utilization.

The carrying amount of debt approximates fair value at December 31, 2001. The fair value of the interest rate swap, based on quoted market prices, is a liability of
$42,000 at December 31, 2001. The notional value of the swap is $1,350,000 at December 31, 2001,

Interest payments were $250,000, $373,000 and $327,000 for the years ended December 31, 2001, 2000 and 1999, respectively.

9. Related Parly Transacticns
The Company has a 16% common stock ownership interest in Clean Diesel Technologies, Inc. (CDT) at December 31, 2001. The Company is precluded from selling its interest
in CDT except pursuant to a registration staterent in an exempt private placement or within the limitations of Rule 144 of the Securities and Exchange Commission.

On August 3, 1995, the Company signed a Management and Services Agreement with COT. According to the agreement, COT is to reimburse the Company for man-
agement, services and administrative expenses incurred by the Company on behalf of CDT. Additionally, the Company charges CDT an additional 3% of such costs annually.

For the years ended December 31, 2001, 2000 and 1999, $73,000, $78,000 and $106,000, respectively, was charged to CDT as a management fee.

On November 11, 1998, a pre-existing $495,000 demand note, with interest at 8%, and the $500,000 bridge loan and interest thereon of $20,000 were converted
into 2,029 shares of Series A Convertible Preferred Stock in CDT. Each preferred share is convertible into 333.33 shares of CDT common stock. In April 2000, the Company
purchased 300 additional convertible preferred shares of CDT for $225,000, which have the same convertible provisions noted above. As a result of the continuing losses
incurred by CDT, the Company recorded a loss of $225,000 in 2000 based on its pro-rata share of CDT's operating results for the year. The COT common and preferred
stock has no carrying value in the Company's balance sheet as of December 31, 2001 and 2000.

In November 2000, the Company committed to lend CDT $250,000 as part of a $1.0 million loan facility between CDT, the Company and cther entities. In December
2000, the Company loaned CDT $125,000 as its share of the first $500,000 drawdown under the terms of the loan facility. This amount was included in the prepaid expenses
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2002 For its participation in the loan facility and for its $250 000 contribution, the Company received 25 000 warrants to purchase CDT common stock The warrants have an
exercise price of $2.00 and can be exercised on or before November 14, 2010. The value assigned to these warrants on the consolidated balance sheet at December 31, 2001,
is not significant. Because of the continuing losses incurred by CDT, the carrying value of the loans was reduced to $0 as of December 31, 2001 based on the Company's
pro-fata share of the losses incurred. Consequently, a $250,000 loss was recorded during 2001. Subsequent to December 31, 2001, CDT repaid the entire amount of the
loans plus interest. The $250,000 principal value of the loan will be recorded as income in the first quarter of 2002, along with the interest.

COT's summary financial information for the years ended December 31, 2001, 2000 and 1999 is as follows:

2001 2000 1999
Current assets ........... $ 4,612 S 965 S 1311
OUNET @SSELS ovurvsvnssrmsnrrsmsms s erssssrsesssssssresassmsmsssssesssmssesanes 48 92 35
Current fiabilities.... 808 400 494
Long-term debt - 500 -
NBE TEVENMUES .. oot smcosesss s st s e s e 1,600 582 142
Loss from operatlons (936) (2,036) (2,485)
Net loss attributable to common shareholders.............. (3,003) (2,113) (4,584)

Pursuant to an assignment agreement of certain technology to CDT, the Company is due royalties from CDT of 2.5% of CDT's annual revenue from sales of CDT's
Platinum Fuel Catalyst, commencing in 1998. The royalty obligation expires in 2008. CDT may terminate the royalty obligation to the Company by payment of $12 miifion,
commencing in 1998 and declining annually to $1,090,910 in 2008. CDT as assignee and owner will maintain the technology at its own expense. To date, the Company
has received approximately $6,000 in royalties. The report of independent auditors pertaining to CDT's financial statements for the year ended December 31, 2001 was
unqualified, while the years 2000 and 1999 contained a going concern qualification. The Company intends to record rovalties from CDT on a cash basis.

On April 30, 1998, the Company entered into an agreement with American Bailey Corporation (ABC) for it to provide certain management and consulting services
to the Company. Principals of ABC currently own 250% of the Company’s Common Shares and also own warrants to purchase an additional 3.0 million shares, which expire
on April 30, 2008. No fees were to be payable under the agreement for the first 24 months. This agreement was amended in 1999 to extend its term to April 30, 2002, and
provide for the payment of a management fee of $10,417 per month commencing September 1, 1999, through May 1, 2000, and $20,833 per month until the termination
of the agreement. Ralph Bailey, Chairman and CEQ of the Company, is Chairman of ABC.

As noted previously, in the second quarter of 2000 the Company announced that it would concentrate its European resources in its ltalian company, Fuel Tech Sd, and
shut down Fuel Tech GmbH, a wholly owned subsidiary, in Germany. As part of the restructure, Fuel Tech GmbH's NOXOUT chemical business was sold to & new entity in
Germany (Fuel Tech CS GmbH) in which the Company holds a 49% ownership interest that was acquired for $116,000. The selling price is dependent on the future results
of the chemical business, but will not be less than 1,250,000 deutschemarks (approximately $600,000), paid out over three vears. A gain on this transaction of $269,000 was
recorded in other income and expense in the 2000 consolidated statement of operations.

Also as part of the restruciure, Fuel Tech GmbH recorded a charge in 2000 of $528,000 related to the closure of the entity. The charge induded accruals of $343,000
primarily for severance obligations for four employees, lease termination costs and other costs related to the closure of the entity. This charge was recorded as a reduction
to operating income in the consolidated statement of operations. As of December 31, 2001, the Company made payments of approximately $311,000 related to this charge.
The remaining amount is expected to be paid during the first quarter of 2002.

The Company has an option to require the majority shareholder of Fuel Tech CS GmbH to purchase up to 35% of Fuel Tech CS GmbH from the Company at fair value
between three and five years from the date of the purchase agreement.

During 2001 the Company completely dissolved the following wholly owned entities: Fuel Tech Poland Sp.z0.0 and Fuel Tech BV Taiwan Branch. The entity in Poland
has not been operational since 1997, and the entity in Taiwan operated as a sales agency office. The Company recognized a gain of approsimately $180,000 related to the
dissolution of these entities.

10. Defined Contrikution Plan

The Company has a retirement savings plan available for all U.S. employees who have met minimum length-of-service requirements. The Company’s contributions are
determined based upon amounts contributed by the Company’s employees with additional contributions made at the discretion of the Company’s Board of Directors.
Costs related to this plan were $150,000, $289,000 and $276,000 in 2001, 2000 and 1999, respectively.

11. Business Segment; Geographic and CQuarterly Financial Data
Business Segment Financial Data The Company’s business is organized into one operating segment providing air pollution contro! chemicals and equipment.

Geographic Financial Data Information concerning the Company's operations by geographic area is provided below. Operating eamings represent sales less cost of
products sold and operating expenses. Foreign operating expenses incude direct expenses incurred outside of the United States of foreign corporations controlled by the
Company, plus an allocation of U.S. selling and general expanses directly related to the foreign operations. Assets are those directly associated with aperations of the
geographic area.
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For the yems ended December 31 2001 2000 1989
Revenues:

UELEA SEAES...ovvnvecee e eneesrossseesesessemeeseeseseessoesess s sersssae s ssseessssssens s e $ 13,246,000 | $17,550,000 § 25,127,000

FOTRIGN . evvesrvvresersmsasse st sssmsssmcses s 4,426,000 4,356,000 8,198,000

$ 17,672,000 | $21,906,000 $33,325,000

Operating (Loss) Earnings:
United States
Foreign... e

$ (1,143,000)
(54,000)

$ 1506000 $ 4,017,000
(662,000) 812,000

$ (1.197,000)

$ 844,000 S 4,829,000

Recember 31 2001 2000 1989
Assets:
United States $18,952,000 | $19,640,000 $ 22,020,000
FOTBIBM sttt ettt ottt ettt e 1,576,000 | 3449000 2,444,000
$20,328,000 | 523,085,000 S 24464,000
Quarterly Financial Data Set forth below is the unaudited quarterly financial data for the fiscal years ended December 31, 2001 and 2000.
For the gquarkter ended (in thousands, except share data) Mar 31 Jum 30 Sep 30 Dec 31
2001z
NBL SAIES oovreecervicees e esssesemsseerssssessecesrssssesese sttt ressssssseesssss s seseessesson $ 3,155 $4,741 $ 4,194 $5,582
Cost of sales.......... .77 2,225 1,984 3,070
Net (1055) INCOME wovrovvrrrcevs s (1,042) 71 (256) (406)
Net (loss) income per common share:
BASIC ...vvtcversvvvvesessessesssessmssesassss st 5t s 555588040385 8RR $ (.08) $ - $ (.01) $ (02)
Diluted $ (.08) $ - $ {an) $ (02
2000z
NEE SAIES....oee oo creereessessess s rnsnsssecessn et bt et e e R bRt $ 4,455 $ 5,851 $ 5,981 $ 5,619
COSE OF SALES oo eses oo ons sttt AT TR e 2,771 3,271 2,944 2,765
(296) (325) 753 283
S (02) S (02) S 04 § .02
S (02) S (02) S 04 S 0
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